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THE FEDERAL RESERVE ACT: A REPLY TO 
CRITICISMS ' 

ROBERT J. BULKLEY 

Representative from the Twenty-First Congressional District of Ohio, Member of 
the House Committee on Banking and Currency 

IT is obviously impossible within the limit of time at our dis- 
posal either to explain fully the Owen-Glass bill, or to 
discuss fully all the criticisms that have been leveled 
against it. I shall assume that the bill has been sufficiently 
explained to you already, and that you understand its purpose 
and general outline. I desire to treat some of the criticisms 
which have been made against the bill and to discuss them from 
a point of view slightly different from that which Senator Owen 
has adopted. 

In selecting the criticisms to be discussed, I have decided to 
take up those of the Honorable A. Piatt Andrew, formerly 
assistant secretary of the treasury, former secretary of the 
National Monetary Commission, and one of the authors of the 
Aldrich plan, and the criticisms made by the American Bankers' 
Association. I do this because Dr. Andrew is a thorough 
student of the subject, and his connection with the Aldrich plan 
entitles his criticism of our plan to careful consideration; and 
because the American Bankers' Association may be presumed 
to represent in the most official way that body of men which is 
most directly interested in the bill. 

Dr. Andrew insists principally upon three criticisms. He 
criticizes the number of the reserve banks which we propose to 
establish. He criticizes the provision with respect to note issues, 
and expresses the fear that the bill will result in a great infla- 
tion. He also criticizes, but does not so much emphasize, the 
danger of political control and the so-called compulsory mem- 
bership of national banks in the federal reserve banks. 

'Address at the meeting of the Academy of Political Science, October 14, 1913. 
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The American Bankers' Association, on the contrary, sug- 
gests the danger of a great contraction. They attack the con- 
stitutionality of the measure, but lay particular emphasis upon 
the compulsion — the driving of the national banks into member- 
ship in this organization — and upon the feature of exclusive 
governmental control. 

We all know that it is easier to criticize than to construct. It 
therefore seems fair that in analyzing the criticisms of this bill, 
we should compare the constructive work of our critics with 
our own work. I shall therefore take the liberty of comparing 
the provisions criticized in our bill with the corresponding pro- 
visions of the Aldrich plan, of which Dr. Andrew is one of the 
authors, and which was unanimously endorsed two years ago 
by the American Bankers' Association in New Orleans. 

To take up the criticisms, then, — first, the criticism has been 
made of the proposed establishment of twelve regional reserve 
banks, and the American Bankers' Association has suggested 
that the number be reduced to not more than five. But the 
representatives whom they delegated to present their criticisms 
to the Senate committee on banking and currency were frank 
to say that the real preference of the association was for one 
central bank, as provided in the Aldrich plan. They say that 
the establishment of as many as twelve regional banks will so 
divide up the reserve money of the country that the proposed 
mobilization of reserves will not be effective. It is admitted, I 
understand, that the power given to the Federal Reserve Board 
to compel one regional bank to rediscount for another would 
measurably offset the dangers arising from a scattering of the 
reserves among twelve regional banks, but it is contended that 
this power is in itself a dangerous element because of the possi- 
bility that it might be abused for political purposes, which 
means, presumably, purposes of partisan politics. In fact, the 
power could not be so used, because, by the terms of the bill, 
rediscounts may be compelled only upon the unanimous vote 
of the Federal Reserve Board, which must have in its member- 
ship at least two representatives of political parties not in power. 

Let us examine the alternative of one central bank, as pro- 
vided by the Aldrich plan. Under that plan the central bank 

(21) 



22 SECOND CURRENCY CONFERENCE [Vol. IV 

was to rediscount the paper of the constituent banks through 
its branches. It is not clear whether this meant that the paper 
offered for rediscount was to be passed upon by the central 
board, by the board of directors of the local branch, or solely 
by the branch manager, who was to be the representative of 
the central bank. Any of these methods would be much in- 
ferior to the provisions of the Owen-Glass bill ; because if the 
central board were to undertake to handle the matter directly, 
either it would have to depend absolutely upon the judgment 
of its one representative ; or if either the board of directors or 
the executive committee should attempt to exercise its own 
judgment, it would act under the disadvantage of lack of famil- 
iarity with local credits and conditions. If this function were 
entrusted to the board of directors of the local branch, those 
directors would be placed in a position of lending the money of 
the central bank to the constituent banks which elected them to 
office. In other words, the banks to whom the members of the 
local boards owed their positions would be interested ioo^> as 
borrowers, and only about "]°jo as lenders. Thus there would 
be a much stronger pressure to accept questionable paper than 
if the local board were lending the money of its own constituent 
banks. 

Each independent regional bank under the Owen-Glass plan 
would have a territory approximately equal to that of one of 
the branches under the Aldrich plan, and it could therefore be 
presumed that the directors would have about the same degree 
of familiarity with local credits and conditions as the directors 
of the branches under the Aldrich plan, but under the Owen- 
Glass plan their responsibility as lenders would be as great as 
their responsibility as borrowers, which would not have been 
the case under the Aldrich plan. 

Turning now to the question of note issues, the currency 
provided for by the Aldrich plan was to consist of notes of the 
National Reserve Association, to be issued in the discretion of 
the directors of the association. These were to be redeemable 
on demand in lawful money, and behind them there was to be 
held nominally a reserve of 50^ in lawful money. I put some 
emphasis upon the word " nominally," because practically the 
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reserve required was considerably less than 50^). In the first 
place, the reserve was to be held against all demand liabilities, 
including deposit liabilities. But from the aggregate amount 
of such liabilities there was permitted a deduction of some 
$350,000,000 before computing the required 50^ reserve. 
Then it was possible for the board of directors to go below the 
50^) reserve in their discretion, the only penalty being the 
payment of a graduated tax on the amount of the deficiency. 
But, inasmuch as the payment of this tax would not affect the 
dividends to be paid to the banks which elected the directors 
and would only reduce the amount of profit going to the gov- 
ernment, which had only a small minority representation on the 
board of directors, it will be seen that there would not be much 
inducement to keep up the reserve if the interest of the banks 
would be served by letting it go down. 

The notes issued by the reserve association would have been 
available as reserve money in the constituent banks, and inas- 
much as they were to be legal tenders for debts due to the 
government and to the banks, there would be practically no 
inducement to present them for redemption. And in fact there 
would have been no redemption of these notes except as they 
happened to come into the central bank in the ordinary course 
of business. Therefore the element of elasticity was entirely 
lacking, ready means being provided for the expansion of note 
issues without check even by any government representative, 
and no inducement existing for the contracting of such issues. 

Under the Owen-Glass plan the proposed federal reserve 
notes will come back for redemption as soon as they have served 
their immediate purpose, because they cannot be counted as 
reserve money by constituent banks, because the collateral spe- 
cifically placed behind them will be constantly maturing and 
cannot be replaced without the consent of the Federal Reserve 
Board, and further, because the federal reserve banks borrowing 
such notes will be paying interest upon them, which interest 
will be a real charge against the possible profits of their stock- 
holders. Mr. Vanderlip has suggested that the proposed federal 
reserve note issue would lack the quality of easy contraction 
because the notes would to a large extent become impounded 
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in the reserves of state banks not members of the system. He 
could fairly have said this — and more — in criticism of the 
Aldrich notes, but in saying it about the notes provided in the 
pending bill he overlooks the fact that these notes may be 
redeemed in the same manner as existing national bank circu- 
lation, that is to say, by the deposit of lawful money in a fund 
to be held in trust for the redemption of the notes. The im- 
pounding of lawful money in such a trust fund has, of course, 
the same effect in contracting the circulation as the actual return 
and retirement of the notes themselves. The federal reserve 
notes of the Owen-Glass plan have, therefore, complete elasticity 
— a quality which the Aldrich notes would not have had. 

Dr. Andrew says he is afraid of " greenbackism," which 
means — if it means anything — the issue of currency upon the 
mere fiat of the government, without actual value behind it, and 
the danger of it lies in inflation of the currency. Yet the fed- 
eral reserve notes can be issued only when ioo^b of prime 
commercial paper plus 33^0 of lawful money is actually de- 
posited to secure them; that is, there must be $1.33 of good 
security directly hypothecated to secure every dollar of such 
notes in circulation. This is very far from fiat money. And 
if it be urged that there is still danger of the inflation of such 
an issue, I will remind our critics that these notes can be issued 
only upon application of the banks themselves. Inflation could 
not follow except as the result of the bad judgment of the 
bankers of the country. And if it is to be presumed that the 
bankers will use bad judgment, what would have saved us from 
inflation under the Aldrich plan with its looser requirements as 
to security behind the notes ? The Owen-Glass plan, however, 
provides a further check against inflation because it gives the 
Federal Reserve Board the absolute right to stop it — a safeguard 
not contained in the Aldrich plan. 

The American Bankers' Association, although it once in- 
dorsed the Aldrich plan in toto, has apparently seen new light 
since taking that action, and last week in Boston it indorsed the 
amendments to the pending bill prepared by its currency com- 
mission and adopted last August by the so-called Chicago 
bankers' conference. The bankers' association now proposes 
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a note issue by the federal reserve banks, with the permission 
of the Federal Reserve Board. This permission is an important 
check against inflation not provided by the Aldrich plan. As 
proposed by the bankers, however, it would only half accom- 
plish the purpose ; it would give the Federal Reserve Board the 
power to prevent too many notes going out, but would not 
enable it to force them in by raising the rate of interest on the 
notes or by refusing to permit paper deposited as collateral to 
be replaced at maturity. So far as elasticity is concerned, this 
note issue proposed by the bankers would be fairly subject to 
Mr. Vanderlip's criticism. Notes impounded in reserves of 
non-member banks could not be redeemed, and therefore the 
issue would not have the same power of contraction as is pro- 
vided under the Owen-Glass plan. 

None of the arguments ordinarily used against a government 
note issue is fairly applicable to the plan proposed in the pend- 
ing bill, and it does seem as though the objections now being 
urged are to a large extent sentimental, or else based upon an 
unwillingness to recede from a dogmatic position that the gov- 
ernment should not issue notes. Nobody seriously contends 
that there is the slightest danger of the government ever being 
called upon to make good any loss arising from the inability of 
the banks to maintain the proposed note issue. Yet it is more 
or less seriously suggested that if such an impossibility should 
occur, it might be very embarrassing to the government. So 
it might ; but in such a contingency I do not hesitate to say 
that I would prefer to have the government take the loss and 
suffer the embarrassment attendant upon it, rather than to have 
such a loss fall upon the innocent holders of the notes. 

Much has been made of the contention that a bank ought to 
have as good a right to supply its customers with credit in the 
form of notes as in the form of book accounts. I cannot believe 
that this is the real issue : the banks do not want merely the 
right to put their promise to pay on a piece of paper and let it 
circulate as far as it will. A certified check endorsed to bearer 
would accomplish that, but would come back for redemption 
too quickly to suit them. What they want is an issue of notes 
produced by the government bureau of printing and engraving, 

(25) 



26 SECOND CURRENCY CONFERENCE [Vol. IV 

an issue which the laborer, the farmer, and the people gen- 
erally, excepting only those technically educated in banking, 
will think is money and will hold as money. The distinction 
between a bank note and currency is perhaps not very well 
founded technically, but practically in this country it is a very 
real one, as we have all been brought up to the use of govern- 
ment currency and we all feel a little bit safer when we receive 
for our property or services a note with the government's mark 
on it. This, too, may be in part sentimental, but it is as well 
founded in logic as any uncompromising prejudice against gov- 
ernment currency, and it is a sentiment pretty widely felt by 
the people of this country. 

I hope the members of this Academy will consider the sug- 
gestions I have here made with this question in mind : Could 
we provide such an adequate system of redemption as we have 
here provided, could we provide the same amount of public 
satisfaction that the proposed note issue will give, in any other 
way than by government currency issued through the banks? 
Remember, too, that the Federal Reserve Board cannot bring 
about inflation but may always stop it, and may at any time 
force contraction. By no possibility can credit or currency in- 
flation occur without the prior application of the bankers 
themselves. 

Dr. Andrew takes occasion to express the fear that the re- 
discount provisions of the Owen-Glass bill may result in great 
inflation. There is no time to go into figures here, but it may 
be conceded that an inflation would be possible under the re- 
discount and reserve provisions of this bill, though the possible 
inflation would not be nearly so great as the inflation made 
possible by the corresponding provisions of the Aldrich plan. 
Under either plan much would depend upon the discretion and 
good judgment of those in control. But this important con- 
sideration must always be borne in mind : Inflation would be 
impossible under either plan unless the bankers permitted it; 
under the Aldrich plan if the bankers wanted to permit it, they 
would do so, but under the Owen-Glass plan if the bankers 
wanted to permit it, they might still be checked by the govern- 
ment representatives. 
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Personally I agree fully with Dr. Andrew's suggestion that 
suspension of reserve requirements should be automatic rather 
than discretionary, and I am free to admit that in my judgment 
our bill allows to the Federal Reserve Board an unnecessary 
discretion on this point. Nevertheless, it is still better than the 
Aldrich plan which Dr. Andrew advocates, because, as we have 
already seen, the tax on deficiencies therein provided was a tax 
which would not fall upon those responsible for the deficiency. 
Furthermore, the Aldrich plan did not even propose to tax 
deficiencies in reserves of the member banks. The pending bill 
provides that if the Federal Reserve Board does permit a defi- 
ciency in reserves, it must impose a graduated tax upon such 
deficiency, and this tax does fall upon those who are responsible 
for the deficiency, whether they be federal reserve banks or 
constituent member banks. 

Turning to the criticisms of the American Bankers' Associa- 
tion, prepared by their currency commission, and recently en- 
dorsed by the association at its Boston meeting, the report of 
that commission seems to have been written in bad temper and 
does not seem consistent with the dignity and fairness which such 
a body ought to possess. It states that the pending bill imposes 
great hardships on the banks and on the public generally. 
Some of the alleged hardships on the banks are specified, but 
there is no specification of the hardships which are said to be 
inflicted upon the public, except an implication that the bill 
would cause capital to be withdrawn from business, or in other 
words, that the bill would cause a contraction of credit. The 
association seems willing to make this implication, though un- 
willing to make the direct statement that credit would be con- 
tracted. Mr. James B. Forgan of Chicago and Mr. Arthur 
Reynolds of Des Moines, president of the American Bankers' 
Association, individually predicted a great contraction. Mr. 
Reynolds made no argument to support his prediction, and Mr. 
Forgan's argument on the subject has already been completely 
refuted. Such eminent bankers as Mr. Vanderlip, of this city, 
Mr. George M. Reynolds of Chicago and Mr. Sol Wexler of 
New Orleans admit that the reserve provisions of the pending 
bill are correct in theory and ultimately workable, though I be- 
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lieve they express some doubt as to whether there may not be 
a little embarrassment during the period of readjustment to the 
new conditions. In any case, the contraction argument has 
been thoroughly exploded. 

The report approved by the bankers' association proceeds to 
question the constitutionality of the pending measure, on the 
ground that the provision requiring national banks to buy stock 
in the federal reserve banks amounts to depriving them of their 
property without due process of law. The fact is that the 
statute under which the national banks are chartered reserves 
to Congress the right to alter, amend or repeal. The situation 
has been best explained by my colleague, ex-Governor Mon- 
tague of Virginia, whom I quote : 

In this bill no bank is required to enter the banking business under 
the new provisions, and there is no confiscation of existing banks upon 
failure so to do. It is true there is a dissolution of existing charters 
after the expiration of a certain time, a power to impose such a disso- 
lution having been reserved in their charters and accepted by the 
existing banks. None of the imaginary hardships and confiscations 
predicted can come to any bank unless it voluntarily enters the system 
containing these regulatory provisions. 

The contract, therefore, is the reserved right of Congress to amend 
or repeal these charters — contracts assented to when the several banks 
were organized — and if the banks now resist such amendment or repeal 
it is they who violate the contract and not the government. 

Governor Montague also cites the case of Noble State Bank 
v. Haskell, 1 decided by the Supreme Court of the United States, 
which involves almost the identical question here presented. 
At a dinner of the Economic Club in Boston last week, I called 
these arguments to the attention of the gentleman who was 
present as representative of the American Bankers' Association, 
and who was a member of the currency commission which pre- 
pared the resolutions. I challenged him to say whether his 
commission had considered the question, and whether he him- 
self believed that the bill was unconstitutional. His answer was 
that he did not know, nor care, whether the provision was 

'219 U. S. 104. 
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unconstitutional or not. Possibly the members of the American 
Bankers' Association do not care much about constitutional 
questions, but when they pass resolutions charging that a bill 
publicly endorsed by the President of the United States and 
passed by the House of Representatives is an unconstitutional 
measure seeking to confiscate their property, they ought to care 
whether what they say has any foundation or not. 

The final question raised is that of government control. 
That is really the big issue, the issue which more than any 
other up to this time seems irreconcilable, although the bankers 
have come far in admitting that the government ought to have 
a majority of the controlling board. I think I should be some- 
what lacking in frankness, if I did not say that in my judgment 
there is some danger of political control accompanying the 
provisions of this bill. I do not wish to be understood as con- 
ceding the exaggerated arguments that have been made on this 
point, for I think they have been much exaggerated, but I think 
that in the course of time there may be some danger of de- 
veloping under this plan an undesirable political control. 

But what is the alternative? It seems to me that it is more 
important that the people of this country should be protected 
against the threat of the manipulation of credits in private and 
irresponsible hands, than that they should be protected against 
political danger. The government is always responsible. The 
people have the right to see what is going on while it is going 
on, and they have the ballot to correct whatever does go wrong. 
Let it be admitted that it will be necessary for the people to 
watch their servants and hold them to strict account. Eternal 
vigilance is still the price of liberty. 

That may be admitted, and still we may say that we must 
have governmental control. Banking is a public utility. It is 
so recognized in the European countries, and it is coming to be 
so recognized in this country. It will not do for the bankers to 
keep on talking about being permitted to do what they will 
with their own. The property under their management is not 
all their own. The property belongs primarily to the deposi- 
tors of the United States. Of course the bankers have the 
confidence of those depositors, for the public will not deposit 
3 (29) 
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with a bank unless they have confidence in it ; but they do not 
deposit merely because they have confidence in the bank; 
they deposit because they must deposit in order to have the 
facilities for business. It is a necessity, and it is a public utility 
in that sense. A few years ago we heard a great deal from 
those in control of the great life-insurance companies on this 
subject of being permitted to do what they would with their 
own ; but their spirit has been very much chastened recently. 
The railroads and other public utilities are not allowed, without 
let or hindrance, to do what they will with their own, and their 
property is more their own than is the property controlled by 
the bankers. These public utilities have had restrictions put 
upon their right to do what they will with their own, and the 
time is coming when the bankers must come to see and expect 
this as necessary. 

Again I say, there is going to be governmental control, and 
I sincerely hope that you gentlemen of the Academy of Polit- 
ical Science and you gentlemen of the Chamber of Commerce, 
even those of you who have your daily work in Wall Street, 
will recognize the necessity for such control, and will use your 
best efforts in cooperating to make that control wise and bene- 
ficial to the people of the United States. 
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